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SUBJECT: Water’s-Edge El ection Procedures

SUMVARY

Thi s Franchi se Tax Board (FTB) sponsored bill would fundanentally reformthe
wat er’ s-edge el ection procedures. Water’' s-edge elections would no | onger be made
by contract, but by statutory election.

EFFECTI VE/ OPERATI VE DATE

The bill would be effective upon enactnent and woul d apply for incone years
begi nning on or after January 1, 2000. Water's-edge el ections made under prior
| aw woul d continue with the sane comrencenent date as provided under the prior
I aw.

PROGRAM HI STORY/ BACKGROUND

California |law allows a corporation to elect to calculate its income on a

"wat er' s-edge" basis, rather than a worldw de unitary basis. Throughout the

hi story of the water’s-edge election, statutory and regul atory anendnents have
been made in an attenpt to provide relief for water’s-edge el ection problens.

The previous solutions have focused on providing relief for taxpayers that failed
to satisfy the stringent requirenments of the current election structure rather
than reform ng the way the water’ s-edge el ections are made. However, the

probl ems continue to occur. The following is a brief history of the problens and
attenpts to resolve them

Because many el ectors inadvertently failed to conmply with the statutory

requi rements for making a water’s-edge election, |legislation (SB 1805, Stats.
1994, Ch. 1243) was passed that added Section 18405 to the Revenue and Taxation
Code (RTC). RTC Section 18405 provided a period for perfecting el ections that
were invalid because of unintentional nonconpliance. This relief was limted to
invalid elections nmade during the 1988 income year by taxpayers that subsequently
requested relief within a specified period. However, election problens continued
to occur after 1988.

RTC Section 18405 was anmended (SB 887, Stats. 1995, Ch. 490) to address the
situation where an election was invalid because all but one nenber of the

wat er’ s-edge group nade the election. Only one water's-edge group perfected its
el ection under this |egislation.
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In 1996 (SB 1870), and again in 1997 (AB 1469 and AB 1488), additional taxpayer-
specific legislation was introduced to allow perfection of certain invalid

el ections. In response to this legislation, departnent staff reconmended in 1997
that | egislation be enacted to replace the contract requirenent with a statutory
el ection. However, such legislation was not pursued because the Franchi se Tax
Board and business community preferred a regulatory sol ution.

In 1998, California Code of Regulations (CCR) Sections 25111 and 25111.1 were
anended to provide that a water’ s-edge election is valid even if a taxpayer
failed to conply with procedural or statutory requirenents, as |long as there was
substantial performance of the election requirenments. A corporation is deened to
have substantially perforned if its tax was conputed consistent with a water’s-
edge el ection and other objective evidence denonstrates that the taxpayer

i ntended to make the election. Generally, objective evidence is shown if the
taxpayer files on a water’ s-edge basis and attaches any conpl eted water’ s-edge
forms to the original return.

The anmendnents nmade to the regul ati ons resol ved nost of the el ection problens
that had previously been identified. However, a substantial nunmber of taxpayers
have recently been identified as making potentially invalid elections that cannot
be perfected under these regul ations.

Further, the water’ s-edge el ection requirenents are stringent, |eave no margin
for error, and do not grant FTB authority to allow invalid elections to be
perfected. Because the election is made by contract between the taxpayer and the
FTB, contract |aw principles nust be applied al ongside tax |aw principles, and
the results are sonetines inconpatible.

The provisions for renewal and nonrenewal of the water’ s-edge election termare
conpl ex. For exanple, many taxpayers currently file notices of nonrenewal in the
first year of the election period to preserve the option to re-elect at the end
of the seven-year contract term Once a notice of nonrenewal is filed, the

wat er’ s-edge election will termnate at the end of the seven-year period unless
the taxpayer affirmatively files a new water’ s-edge contract. Unfortunately,

t axpayers often overl ook the requirenent for filing a new contract.

The rules for carrying over a water’s-edge election after subsequent acquisitions
are inflexible and can give rise to unintended results. For exanple, if a
purchaser is unaware that its newly acquired subsidiary has a water’ s-edge
election in effect and fails to tinmely request a term nation of that election,
the purchaser's group will becone subject to an election it did not intend to
make. One small new y-acquired subsidiary can inadvertently cause a | arge group
of corporations to becone water’ s-edge for several years.

SPECI FI C FI NDI NGS

Under current federal |aw, corporations organized in the United States (U S.) are
taxed on all their incone, regardless of source, and are allowed a credit for any
taxes paid to a foreign country on their foreign source incone.

Forei gn corporations engaged in an U . S. trade or business are taxed at regular
U. S. graduated corporate inconme tax rates on inconme effectively connected with
the conduct of that business in the U S  (This is known as effectively connected
i nconme, or EC.)
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However, foreign corporations are taxed at a flat 30%rate (or lower rate if
provi ded by treaty) on specified types of fixed, determ nable, annual or periodic
i ncone (usually investment incone) fromU. S. sources.

Under current California law, California source income for corporations that
operate both within and without the state is determ ned using the unitary nethod
of taxation. Under the worl dwi de unitary nmethod, the incone of related
affiliates that are nmenmbers of a unitary business is conbined to determ ne the
total inconme of the unitary group. A share of the incone is then apportioned to
California on the basis of relative levels of business activity in the state, as
measured by property, payroll, and sal es.

As an alternative to the worldwi de unitary nmethod, California |aw all ows
corporations to elect to determine their incone on a "water's-edge" basis.

Wat er' s-edge el ectors generally can exclude unitary foreign affiliates fromthe
conmbi ned report used to determ ne inconme derived fromor attributable to
California sources. For purposes of determ ning the incone of a corporate
taxpayer that nade a water's edge election, the income of certain corporations
derived fromsources within the United States is determ ned by federal incone tax
| aws as applicable for federal purposes for the taxable period. |In addition,
certain federal rules and definitions, as applicable for federal tax purposes for
the taxabl e period, regarding federal taxation of foreign incone and entities,
are used in connection with water's-edge determ nations and conputations although
these same rules and definitions are not otherw se applicable for state tax

pur poses for the same taxable period. 1In consideration for being allowed to file
on a water’s-edge basis, the taxpayer nust:

Agree to file on a water’s-edge basis for a period of seven years.

Agree to business incone treatnent of dividends received from (1) over 50%
owned entities engaged in the same general |ine of business as the nenbers
of the water’ s-edge group, or (2) entities that are a significant source of
supply to or a significant purchaser of the output of the nenbers of the
wat er’ s-edge group. Significant neans an anount equal to 15% or nore.

Consent to the taking of depositions fromkey enpl oyees or officers of the
menmbers of the water’s-edge group and to the acceptance of subpoenas duces
tecumrequiring the reasonabl e production of docunents.

The wat er’ s-edge el ection nust be made by contract with FTB on the origina
return for the year and is effective only if every taxpayer that is a nmenmber of
the water's-edge group and subject to California franchise or inconme tax makes
the election. While the election was originally conditioned upon paynment of a
fee and the filing of a Donestic Disclosure Spreadsheet, those requirenents were
repealed in 1994.

An affiliated corporation that is either a nmenber of the water's-edge group and
subsequent |y beconmes subject to tax, or a non-electing taxpayer that is
subsequently proved to be a nenber of the water's-edge group pursuant to an FTB
audit determ nation, is deemed to have el ected water’s-edge treatnent. If a

wat er’ s- edge taxpayer is acquired by another corporation pursuant to a corporate
reorgani zation, the water’s-edge election will carry over and be bindi ng upon the
acqui ring corporation.
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Each water’s-edge contract is for an initial termof seven years and is
automatically renewed each year for an additional one-year period unless witten
noti ce of nonrenewal is given by the taxpayer at |east 90 days prior to the

anni versary date.

If the taxpayer elects water’ s-edge and does not file a notice of nonrenewal, the
election will continue indefinitely. |If the taxpayer files a notice of
nonrenewal , the election remains in effect for the bal ance of the period

remai ning on the original election or the | ast renewal of the election.

A wat er’ s-edge election nay be terminated by a taxpayer prior to the end of the
seven-year period if (1) the taxpayer is acquired directly or indirectly by a
non-electing entity that alone or together with its affiliates included in a
conmbi ned report is larger, in terns of equity capital, than the taxpayer, or (2)
the taxpayer receives the permssion of the FTB to termnate their election. A
t axpayer seeking FTB perm ssion to terminate an el ection nust denonstrate that
continuation of the water’s-edge requirenents would result in a significant

di sadvantage to the taxpayer and that such disadvantage is the result of an
extraordinary or significant event that could not have been reasonably

antici pated when the original election was nade.

As a result of 1993 legislation that significantly nodified California’s
treatment of water’s-edge taxpayers, special rules applied to water’s-edge
contracts entered into for incone years beginning prior to 1994. All contracts
were rescinded with respect to any remaining contract periods on the first day of
the taxpayer’s incone year that began before 1994. Therefore, all taxpayers
wanting to continue to file on a water’ s-edge basis for 1994 had to nake a new
el ection.

This bill would fundanentally reformthe water’ s-edge el ecti on procedures.

WAt er’ s- edge el ections would no | onger be made by contract, but by statutory

el ection. This would sinplify the election process by elimnating the contract

i ssues and the procedural requirements of executing a contract. The “substanti al
performance” concept currently in the regulations would be codified to prevent
taxpayers that inadvertently fail to satisfy a procedural aspect of the election
fromlosing their water’s-edge status.

The renewal / nonrenewal provisions would be elimnated. |Instead, a taxpayer that
makes a water’s-edge el ection would be required to request and receive permni ssion
fromFTB to termnate the election within the first seven incone years. However
the taxpayer could elect to return to a worldw de basis for any incone year after
the taxpayer has filed on a water’s-edge basis for at |east seven years.

Li kewi se, after electing to return to a worl dwi de basis, the taxpayer woul d be
required to file on a worl dw de basis for at |east seven incone years before
meki ng anot her water’s-edge election. However, the taxpayer could request and
receive permssion fromthe FTB to make a water’ s-edge election prior to the end
of the seven-year period.

The acquisition rules would be reforned so that a water’s-edge taxpayer would no
| onger automatically “taint” any non-electing affiliates with which it becones
unitary. Instead, when two or nore taxpayers becone unitary, the water’s-edge

el ection status of the |arger taxpayer would prevail. This result is nore |ikely
to coincide with a taxpayer’s expectations and would prevent a |arge combi ned
reporting group from beconm ng unintentionally bound by a water’s-edge el ection
when it acquires a smaller water’s-edge el ecting taxpayer.



Assenbly Bill 2741 (Al quist)
I ntroduced February 2741
Page 5

Si nce provisions that would reformthe water’ s-edge el ection procedures woul d be
prospective, this bill would give FTB the authority to perfect elections that are
not valid under current |aw

This bill also would clarify that, unless otherw se specifically provided, for
pur poses of provisions related to water's-edge elections, the term"Interna
Revenue Code" neans provisions of Title 26 of the United States Code, as
applicable for federal tax purposes for the taxable period. This provision
effectively separates the normal annual "federal conformty" |egislative process
fromthe water's-edge provisions by ensuring that rel evant changes to federal tax
| aw applicable to water's-edge filers will be effectively "automatically" picked
up in conputing the income and deducti ons of the water's-edge group.

Pol i cy Consi derations

Previ ous solutions to water’s-edge el ection problenms have focused on
providing relief for taxpayers that failed to satisfy the stringent
requirements of the current election structure. Despite those efforts,
el ection problens continue to occur.

Ref ormi ng the water’s-edge el ection procedures would sinmplify the

el ection process by elimnating contract issues, overriding inconsistent
filings by water’s-edge group nmenbers, and reducing the potential for
uni nt ended el ecti ons when acquisitions occur. It would also elimnate
the adm nistrative burdens for both the taxpayer and the FTB associ at ed
with filing and tracking notices of nonrenewal and renove unintended
consequences of nonrenewal .

The requirenment that the el ection be made by contract between the

t axpayer and the FTB necessitates an analysis under both tax |aw and
contract law (including the | egal concepts of offer and acceptance and
substantial conpliance) to determne the validity of the election. The
two bodies of |aw (tax, which generally requires strict statutory
adherence, and contract, with its nore generous adm ssion of inferences
drawn from facts and circunstances) are neither conpatible nor
conplinmentary. The water’s-edge legislation initially used a contract
because it was necessary to justify inposition of the requirenent for a
donmesti ¢ spreadsheet and the water’ s-edge election fee. The repeal of
the fee and the requirement of a domestic disclosure spreadsheet,
effective January 1, 1994, elimnated the justification for the contract.
No ot her apparent policy reason exists for retaining the contract
requirement. |If the water’ s-edge election were sinply a tax el ection

i ke any other (e.g., S corporation and installnent sales), only tax |aw
woul d be considered in determning the validity of the election and the
mechani cs of the election would be sinplified.

| npl enent ati on Consi derations

| npl enentation of this bill would occur during the departnment’s nornal
annual system update.
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FI SCAL | MPACT

BOARD

Departnmental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

Based on data and assunptions discussed below, this bill would result in the
foll owi ng order of magnitude revenue | osses.

Esti mat ed Revenue | npact of AB 2741
As I ntroduced February 25, 2000
[$ In MIlions]
2000- 01 2001- 02 2002- 03 2003- 04 2004- 05
None none *m nor | oss ($2) ($2)

* Mnor loss is |ess than $500,000. The proposal would be effective with
i ncome years beginning on or after January 1, 2000.

This estimate does not consider the possible changes in enpl oynent, personal
i ncome, or gross state product that could result fromthis neasure.

Tax Revenue Di scussi on

The revenue inpact of this bill would be determ ned by (1) the nunber of
taxpayers with an invalid water’s-edge election, (2) the tax differenti al
bet ween wat er’ s-edge and worl dwi de conbi ned reporting for these taxpayers,
and (3) the timng of when assessnents woul d have been issued and their
eventual collection, were it not for this bill

Audit staff has identified 200 to 300 taxpayers with potentially invalid
wat er’ s-edge el ections that cannot be resolved by the recent regulatory
anmendnents. The anpunt of additional taxes from placing these predomnantly
foreign parent taxpayers on a worldw de combi ned basis is unknown. For a
smal | sample of these taxpayers, tax returns were exam ned for purposes of
determ ning an order of magnitude estimate. The cursory exam nation

i ndi cated that foregone assessnents could be on the order of $5 million in
additional tax for all open tax years. The timng of when assessnents woul d
ot herwi se have been issued and the eventual collection of additional taxes
assessed plus interest is speculative. For this estimate, it is assuned
that the vast majority of assessnments woul d ot herwi se have been issued
during 2001 and 2002. It is further assuned that eventual collection would
have been del ayed two to four years after that.

POSI TI ON

Support.

The Franchi se Tax Board voted at its Decenber 16, 1999, neeting to sponsor this

| egi sl

ation.



